CHAPTER 28 = .

The Aggregute Expend

" This-chapter develops the first macfoeconomic model. of
the economy presented in the textbook—thé .aggregate
expenditures.model. You will find out what dete.rmines
the demand for real domestic output {real GDP) and how
ainr economy achigves an-equilibrium level of output. The
chapter begins with some history and simplifying assump-
tions for the model. As you will learn, -one of the main
assumptions is that the prices are fixed,

The: chapter then explains how the invesStment dé-
cisions of individual firms. can’ ‘be used 16 construct an
inveéstment scheduié. Theé investiment schedule is then
combined with the consumption schedule to forim ari ag-
gregate-expeniditures schédulé that shows the ‘various
_amounts that will be-spent iri'a prrvate closéd. economy

. at éach possmle output or income. 1ével. These aggregate

: expendrturee in tabular or graphrcal form can be used to
find equ:hbrium GDP for this economy.’ft wrtl b important
“for you to understand how equilibrium GDP is determined
and why this level of output will be produced wheh- you
are given mformatton -about consumptron and |nvestment
schedules. ™

“Two other features of this srmpllﬂed aggregate ex-
penditures model are worth -noting. Saving and aciyal
investment are always equal because they are defrned
in exactly the same way. the output of the economy mi- -
nus is: consumptron Saving and planned mvestment
however, are equal only when real GDP is at |ts equilib-
rium level. When real GDP is not at its equmbnum level,
saving and planned investment are nof equal and there -
are uhplanned charfges in inventories. Equilibrium real
GDP is achieved when saving and planned investment
.are equal and there are no unplanned changes in an- :
ventories.

From Chapter 28 you will also learn what causes real
GDRP 1o rise and fall based on changes or additions to.
aggregate expenditures. The first change that will be dis- -
cussed is the effect of a change in investmeni:spending
o equilibrium real GDP in a closed private economy: The
initial change in investment will increase equilibrium real
GDP by more than the initial |nvestment stim ulus because
of the mu]trplter effect. ' :

The methods used to find the equnl:bnum reel GDP in
an open economy (one that exports and imports) is the
same one as for a closed economy. The eccnory will
tend to produce a real GDP that is equal fo.aggregate ex-
pendiiures. The only difference s that now the aggregate
expenditures include not ¢nly consumption and-invest-
ment but-also the net.exports (exports minus imperis).
An increase in net exports, like an increase in investment,

_ produced andwhy, . - s

itures RMedel

will increase the equilibrium real GDP A change in net

exports also has & multiplier effect on real GDP Just lrke o

a change in inveésiment.” S :
The -section “Addlng the- Publrc Sector" mtroduces, R

' government taxing and spendmg ity the analy3|s of:_,.__,._.:-' \

equilibrium real GDP. -Government: purchases of gcods‘ B
and sefvices add'to: aggregate expendltures arid taxation
reducés -the disposable incdme " of - consumere thereb"
reducrng both the amount of consumptmn and the amei
of saving that will take place . at any” level of real GOR. '
You-will néed to Kiow the level ‘of: real GDP that w:[l e

It-is " impoitant: to” be ‘aware that the ‘quillibriuin real
GDPisiot necessarrly tiié real GDP at Whlch full'efiplo
‘ment is achieved. Aggregate expenchtures may be greater
or less than the full- employment real GDP:If they'a
greater, there is an lnflatlonary expendlture gap. If they
are less, there exists a recessuonary expenditire:ga
The chapter éxplains” hiow td- fisgsure the’ SIZ o
expéndityre gap: the' AMout by whicti the: aggregate ex- S
pehditures schedule must change tobring the ¢ economy 1o
its full-employment real GDP.'Several hrstorlcal examples B
are given 1o help'you sée the- appllcatlon of recessmnary' BTN
and inflationary experiditure gdps.- o

~The aggregate expenditures model is a valuable tool ‘
for explaining such economic events as recesswn |nﬂa-
tion,.and economic growth.’ S

‘B CHECKLIST

When you have stud|ed thrs chapter you should be able to _

O -Déscribe the htstory, asSumptlons and S|mpl|flcatlons -
underpinning the ‘aggregate experditures model,
O.Construct-an investment schedule-showing -the rela:
tionship between planned investment-and:GDP: . .-

1 CGombine the: consumptlon and investmerit schedule to
form:-an -aggregate expendituies schedule to* explain‘the
equitibrium levels. of output; income, and employment in

a private closed.economy: ’

O Explain why the economy will tend to produce |ts equt-
librium® GDP rather than some smatler ar larger level of .
real GDP. : :

O. Hustrate graphrcally equrlrbrrum in-an. aggregate ex-
penditure mode! with ccnsumptlon and :nvestment com- -
ponénis. T
. ) Explain the- relat:onshlp between savmg and planned
investment at equrlrbnum GDP. - Bt

i
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[ State the conditions for changes in mventones at equr--

librium GDFP.
"0 Discuss why equilibrium real GDP changes when the
aggregate expenditure schedule shifts upward due to an
" increase in investment spending.
[l Use the concept of net exports to define aggregate
expenditures in an apen. ecenomy.
(1 Describe the net export.schedule and its relationshrp
to real GDP.

O Explain what the equilibrium real GDP In an open

economy will be when net exporis are positive and when
" net exports are negative.

L1 -Find the -equilibrium real: GDR n. an. open economy
whén given.the:tabular or. graphical data. o
T Give three examples of how crrcumstancas or polrcres
abroad can affect domestic GDP. .

[ List three simplifying assumptrons used to add the pub-
lic, sector to:the aggregate:expenditures model. -

(I Find the equilibrium real GDPin an. economy in whrch
the. goverriment- purchases- gpods: and- servicés when
given {he tabular.or graphical data.. .. ..: ..

[ Determine the effect on the: equmbrrum real GDP when
Iump SUM: taxes are. included inthe- aggregate expendr-
“tures model. o

L1 Describe the conditions forleakages and injECthl‘lS and
unplanned changes in lnventortes at the equrllbnum Ievel

' El Explarnathe meaning.. ofa recessronary gap and calcu-
' late one when:you.are; provrded with- the,_relevant data: -
Tls Pres nt Keynes S solutlcn toa: recessronary expendrture
gap 5;.‘-': . et k3

E:; Detrne |nflatlonary expendlture gap and calculate one
when-you are provided:with.the.relevant data. ..

03 Apply the concepts-of reggssionary:and inflationary
expendlture gaps to-two h:stoncal events in the United
States...

O Descnbe Says [aw and Keyness cntique of rt (Last
Word) '

CHAPTEF! OUTLINE

1. The development of the aggregate expendrtures
rodel occurred dunng thie Gréaf Deptéssion wheh there
* were-high unemployment and-undérutilized capital. Pricés
in such an-economy:wers. fixed:or stuck (an extreme ver-
sion of the:sticky:price' model-already discussed in-Chap-
ter 23) becalse. the -oversupply-.of -productive.resources
kept:prices:low. As a result; business-had t6'make output
and employment decisions-hased on: unplanned changes
in inveniofies afising from:economic shooks.: + .~
& The aggregate expenditures -model with 'its.con-
+ stant price assumption-is: valuable for analysis- of:our
modern: économy-because in many. cases prices.are
sticky-or stuck in the short run. The model ‘can’be
«=useful - for. understandirig- how ‘economic shotks . af-
+fect output;and: empleyment when'prices are trxed or

. sttcky ER
= badTwo- srmplrflcatlons areade to begrn the model Con-
‘struction. First, it is assuriiéd thatthe ‘gconomy.is private

~exports.

" “and closed, Wwhich medns therd & Ao intdiriational irade
or government spending (or taxes). Second it is as-
sumed that output or incorme measures are egual (real
GDP = disposable income, DI). These. simplifications -
are relaxed later in the chapter. o

2. The investment-decisions of businesses in an econ-
omy can be aggregated to form an investment schedule
that shows:the amounts business firms collectively intend
to invest {their planned mvestment) at each possible
level of GDP. An assumptron is made that investment is_ .
independent of disposable ihcome or real GDP.

"3, Inthe aggregate expendttures model the equrlrbnum '
GDP s the real GDP at which .. B
“a&, aggregate.expenditures (consumptlon plus planned
irnvestment) equal real GDPF, or-C % Ig.= :GDP; - :
b. i’ graphical - terms;"the ‘aggregate - expenditures
- schedule crosses the 45-degree line: Thie-slope of.this
L Curve s equal to the. margrnal propensrty to consume:

4. There are. two ether features of equrlrbn '

a. The. |nvestment schedule rndtcates what rnvestors

plan o do Actual rnvestment consrsts of both planned

. "__.and unplanned rnvestment Unplanned ct nges in.in-
;.ventortes) At above equrttbnum levels 0 ,GDP sav- .

. ing s. greater than plapned nvestment a d there \ wrll

'.r',creases" r'nkrn-\rentones .At laelow equrltbnum Ievels of
GDP planned rnvestment is. greater than savm and

' through a decrease rn |nventones ‘
© b, Equrlrbnum is. achleved when planned mves_ment
equals saving and there are no unplanned changes
.. mventorres,__ Do e e .

-6 In-an open economy there are . - net exports (Xn);
whtch are.defined:as exports (X).minus.Jmports. (M).. .
- ~agThe. equilibrium -real .GBP..in an+ open wecoriormy
means. real GDP is‘equal.to consumption: plus rnvest—
'ment plis net exporis. :
«h. Thenet export schedulg will be positive of. negattve

- Theschedule:is positive when.exjiorts-are greater thaf

" limports; |t is negatlve when rmports are. greater than ¢

-~ &.-Any incredse-in Xn wa[l increase the equrlrbnum real
s GDF’ with a multlpller effect A decrease in X,, wrl[ do
- just-the opposite. e

‘d. in an open economy model crrcumstances and
palicies. abroad can. affect the real GDP iri the Un:ted

- States.: L % S en
{1 there -s'anncrease in: rea] output and rncomes
=+ in other nations that trade with the United States; then

-the United States:can: seil:more, goods-abroad, which

-.. incteases.net exports, and thus:increasés Teal GDRxATE

- decline’in the=reat-output-or. incomes ‘of other tradrng i
" -nations has the:opposite: etfects HOr
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'(2) High tariffs or strict quotas can have-an adverse
effect on net exports and thus redice real GDP. Lower
fariffs or eliminating quotas has the opposite effects. .
(3) A depreciation in the value of the U.S. dollar will
increase the purchasing power of foreign currency and
this chaJ'lge will increase U.S. exports, The result is an
increase in netexports and real GDP. An appreciation
in the value Hifihe U.S. dollar has the opposﬂe ef-
fects. - Wy

7. Changes in government spending and fax rates
- can affect equilibrum real GDP. This simplified analysis
assumes that government purchases do not affect in-
vestrient or consumption, that taxes are purely personal
taxes, and that a fixéd amount of tax revenue is collected
regardless of the level of GDP (a lump-sum tax)
a. Government purchases of goods and services add
to the aggregate expenditures schedule and increase
equilibrium real GDP; an increase in these purchases
has a multiplier effect on equitibrium real GDP,
b. Taxes decrease consumption and the: aggrﬁegate
expenditures schedule by the amount of the tax times
.»the MPC. They decrease saving. by the amount of the
tax times the MPS. Anincrease in taxes has a negative
multiplier effect on the equilibrium real GDP.
{1) When government both taxes . and, purchases
goods and services, the equ:lrbnum GDP is the real
"-GDP at which aggregate expendﬂures {consumption +
investment + nét exporis + government ptirchases of
goods and services) equals real- GDP.
(2} From a leakages and mject:ons perspective, the
equilibrium GDP is thie- real GDP at which leakages
' (saving + imports + taxes) equals injections (invest-
ment + exports 1+ government purchases).
(3) At equmbnum real GDP, there are no unplanned
changes in inventones

8. The equilibrium level of real GDP may turn out to
be an equilibrium that Is at less than fult employment, at
full employment, or at full employment with inffation.

a. if the equilibrium real GDP is less than the real
GDF congistent with full-employment real GDF, there
exists a recessionaty expendiiure gap. Aggregate
expenditures are less than what is needed to achieve
= full-employmient real GDP. The size of the recession-
ary expendiiure gap equals the amount by which the
aggregate expenditures schedule must increaso (shift
upward) to increase .real GDP to its full-employment
level.. ]
(1) Keynes’s solution fo close a recessionary expen-
diture gap and achieve fuil-employment GDP was ai-

- ther to increase govermnment spending.or decrease

taxes. An increase in government expenditures or a
cit in taxes would work through the multiplier to lift

aggregate expenditures. One caution about the price ~

dssumption, however, is worth noting. As an ecohomy
moves to its full-employment or potential GDP, prices
should not be assumed to be stuck or sticky, and thus
will rise because. there -is no longer a large supply
of unemployed resources to restrain price increases.

Such a flexible-prices condition will be.analyZedln i
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the aggregate demand-—aggregate supply model of the
nexl chapter.

. If aggregate expenditures. are greater than those
conmstent with. fuill-employment real GDP, then there.
is an inflationary expenditure gap. This expenditure
gap results.from excess spending and will' increase
the price level, creating demand-pull inflation. The size
of the inilationary expenditure gap equals the amount
by which the aggregate expenditures schedule must
decrease (shift downward) if the economy is to achieve
full-employment real GDP.
¢. The U.S. récession of 2001 is an example of a
recessionary expenditure gap-as investment spend-

- ing declined, thus reducing aggregate expenditures.
Aggregate expenditures were insufficient to achieve a
full-employment level of GDP.

d. The economy can achieve full-employment output

with large negative net exports as it did in 2007. Although
.economic theory suggests that the large negative net

exports should reduce equilibrium teal GDP below its

potential, this result did not oceur in-the LS. economy .
because it was offset by additional consumption, invest-

ment, and government spending during that period.

9. (Last Word). Glasslcal economists held the view that

" when there were deviations from full employment in the

economy, it would eventually adjust and achfeve equmb—
rium. This view was based on. Say’s law which says that
supply creates its own demand. It implies that the produc-
tion of goods will create the income néeded. to purchase
the produced goods. The events of the Great Depression
led to doubts about this law and it was challenged by
John Maynard Keynes in his 1936 book, General Theory

_of Employment, Interest, and Money. Keynes showed that

supply-may not create its own demand because.not all’
income need be spent in the period it was earned, thus
creating conditions for high tevels of unemploymen‘[ and
economic decline. :

HINTS AND TIPS

1. Do not confuse the investment demand curve for
the business sector with the investment schedule for
ah economy. The former ShOWS the inverse relai:onshlp
between the real interest rate and the amount of total in-
vestment by the business sector, whereas the latter shows
the collective investment intentions of .business firms at -

~ each possible levet of disposable income or real GDP.

2.2 The distinction between actual investment, planned
investment, and unplanned investment is important for
determining the equilibrium level of real GDP. Actual in-
vestment includes both planned and unplanned invest-

"ment. At any level of real GDP, saving and actual invest-

ment will-always be equal by definition, but saving and
planned. investment may not equal real GDP because
there fnay be unplanned investmerit (unplanned changes
in Jnven’fones) Only at the. eqml;bnum level of real GDP
, will saving and planned investmenht be equal (there is no
" unplanned investment).
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3: There is an important difference: between: equilib-
rium and full-employment real GDP In the aggregate
expenditures’ imodel. Equilibrium means np-tendency for
the-econormy to change its output (or employment) level.

" Thus, an economy can experience a low leve! of output

and'high unemployrment and still be at equilibrium, The re-
cessronary expenditure gap shows how mich aggregate
expendltures need tolincrease, so that when this inctease
is multiplied by the multiplier, it will shift the economy to &
highér equilibrium and to:the full- employmentievel-of real
- GDP. Remember that you Fiultiply the needed increase
in aggregate expenditures (the recessionary expenditure
gap) by the rultiplier to calculate the change in real GDP
that.moves the economy from- below to full employment
equnllbnum v : . i

G pbRTANT TeRS

unplanned changes m

rnvestment schedule _ |nventor|es G

aggregate’ iR U o vl net exports

. e),tpenditur_es st e, e lumpesum axe
schedule recessionary _

equlllbnum GDP - expenditure-gap . .

leakage ) - inflationary © g

,mectwn e .- - expenditure gap

" SELF-TEST

A5 i~ the aggregate expend|tures ‘model, when totai
_ spendrng falls then total output and employment (increase

decrease) '

then total output and employment _ '

2. Some smpltfymg assumptions used in ihe first part of
the chapter are that the economy is (an open a closed)

gconomy, the economy is (pnvate

that real GDP equals dlSpOS-

able‘.(consumptton 1ncome) 'L . and that
‘ _ aggregate expendrtures wrll (rncrease de-

.crease) it real output and employment
but not rarse the pnce level . LT

3. A schedule showtng the amounts busrness |'rms col-
lectlvely rntend fo.inyvest ateach__possrble levet of GDP

ES th

(consumptron mvestm"t) i

g (savmg, lnvestment) N |s mdependent of
the ievel Vof current dtsposablej__ come or real output

: ‘t_ng a pnvate and closed economy, the equr-
fevel of real GDP is. determtned where _aggregate

and when total spendrng rises,

' 10 When investmentspendmg increases the equ:hbn

: (Iump sum tax multlpher)

(gre _ter than Iess than equal to)’

plus investment is _ _real domestic outy
and the aggregate expenditures schedule or curve ini

sects the (90:degree, 45 degree) L i

5 A Ieakage is (an additlon 16, ‘a wrthdrawal fro

-the . income; expendtture strea

whereas an |n]ect|on is . the'inco
expenditure stream. I this chapter, an example o

leakage is (investment saving)_-. _ Lk

an example of an rnjectlon is

6 if. aggregate expendltures are greater than the r
domestlc output .saving is. (greater. than less thi

planned rnvestment there ‘afe i

planned (increases decreases) o '_i,n‘

ventones and reai GDP will (rlse falt)

B

7 Ifaggregate expendltures are Iess than the real dome'

output saving is (greaterthan legs’ than)
planned lnvestment there are unplanned (1nc

creases) .in mventones ancl real G

'

Wl|| (r|se tall) L L -

B If aggregate, expendltures are equal to the real

‘mestic output, sa\nng is (greater than, less than eq

to) _ - planned mvestment unp!anr
changes ln mventcnes arg”’ (negatrve posutwe ze

and real GDP W|ll nerther nse nort

9. An upshlft :n the aggregate expendrtures schedule

(tncrease decrease) . ' the equrllbn
GDP. Thé upshift in the aggregate eXpend:tures schec

can result from (an |ncrease adecrease)

in the constimption schedule or . in
investment, schedule

real GDP (lncreases decreases) ,
when investment spendlng decreases, the equrltbnum |

GDbP_ - T Th‘e changes |n the equlltbn

real GDP are (greater less) et than
initial changes rn investment spendrng because of

11 In an open economy, a nat[on S net eXports are.ec

o rts exports (plus mlnus) s’ ll'an
In the open economy, aggregate expendltures are equ:

anBStl‘T

consumptlon (plus mlnus)

- et exports SRR

(plus mlnus)

ik,

12. What wou]d be the effect an increase (+) c
decrease ( ), of each:.of the following on an open et

o



a. an increase in imports
b. an increase in ekports '
c.'"a,d'ecrease‘ln'impdr_ts '
d.-a decrea$e in exports,

e. dninct astng level of national incomé among trading
partners

f. an mcré%se in trade barriers lmpoeed by tiading
parlners

g.a deprematton inthe value of the economy’s cutrency

13 Increases m public spendlng wull (decrease in-

crease) . the aggregate expendttures
schedule and - equtlrbnum real GDP but decreases in

public sp mg‘ wrll: o the aggregate
expendltures schedule and eqmltbnum real GDP

14. Atax yreld;ng the same amount of tax revenue at each

ovel of GDP i a (ump-sum, constant) _
tax R M N B P
15. Taxes tend to reduce oonsumptlon at "each
level of real GDP by an amourit gqual-to the' taxes-imul-
tlplled by ‘the marginal: propens:ty fo (consume save)

savmg “Will dstreass’ by an amount
equal to'the taxes_ multipied by the marginal ._p.ropensrty

fo

16. In an economy in Wthh government both taxes and.

purchases goods and- services, “the equtllbrlum level of
real GDP is the real GDP at’ whlch aggregate (output

: equal(s) real domesttc

expenditiires) "
' , and at which real GDP |s equal to

S mvestment

consumption (plus, minus)

net exports: (p us"mlnus)

(plus, minus) 2

DI - purchases of goods and.services by
government. : S

17."When the public sector is added to the" miodel,

the equatron tor the leakages and |njectlons shows

(consumptlon lnvestment) -y plus-(im-

ports, exports) i . plus, purch’ases' of
goods and services by- government.equals (cons‘ump—

tion, -l_s‘avlng) “ _plus i(égports," ‘impbrts_)

plus taxes

18 A recessronary expendlture gap ex1sts when equ|l|b~

ritim real GDP ig (greater, less) pon :"than’

the full- employment réal GDP. To bring real GDP to the
full- emptoyment level, the aggregate expendr__t_ureﬂs sc,he_d-

ule rnust (mcrease decrease) . byan
amount-equal.to: the difference between the :equiflibtium

'real GDP is- (a reoessronary, an lnflatlonary)

TRUE-FALSE QUESTIONS "
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and the full- employment real GDP (multlplled cllwded)
) by the multiplier.

19. Keynes believed that prices dunng the Great Depres-

sion were (fte)ﬂble fixed) because

'large amounts of productive resources in.the .econorny s

were unemployed In. such- conditions, he thought the
government could increase real GDP to achleve full-em.
ployment without a rise in the prtce level by (Increasmgr

decreasing) ___ g_overnment spending or

taxes.

20. The amount by which aggregate spending atthe full-
emptoyment GDPexceeds -the full-employment. [evel of

crease)

Circle T If the statement js true, F if it is false...- -

1.-The - basic. premise of the aggregate expendit‘ures
madel is that the amount of guods and services produced

. and the level of employment depend dlrectly on the Tevel

TF

‘§2. 'In the aggregate expenditures model of the economy,
the,pr,ice level is -assume_d 1o be-fixed, orstyck. ..T F

+3:'THe investment schedule is & ‘schedule-of’ planned

‘investment rather than a schedule “of ‘detual investment:

-T .F

4. 'equtllbrtum level of GDP-ig that GDP ievel corres
spondlng to the intérsedtion of the’ aggregate expendrtures
schedule with the 45-degree line. : T F

§ 5 A '"eve_ls of GDP below equmbrtum the economy
to spend at hrgher levels than the [evels of GDP
thé ‘gconomy is, producing o T F

6. Atlevels of GDP below equthbnum aggregate expen-
ditures- are less than GDF; which causes inventories to
rise and production to fall. - T F

7. Saving is an injéction into and lnvestment ls a'le'akage
from the rncome expendltures stream HERET "T-"-F

8 Savzng and actual lnvestment are always equal T F

9. Sa\nng at any level of real GDP equals plannecl tnvest—
ment plus Unplanned changes‘in"inventorles T F

10. The equrllbrtum level ot GDP wr[l ohange in. response

“to changes in the |nvestment schedule_or the oonsumptlon ‘

CTF

11, lf there is- a decrease in the mvestment schedule

. there ‘will be an upshn‘t in .the aggregate expenditures
) schedule. - oo T F



346 CHAPTER 28

12, Through the multiplier effect; an initial change in in-
vestment spending can cause a magnified change in do-
mestic output and income. = ST F

13. The net’ exports of an ecofomy egual. the sum of its
exports and lmpone of goods and services. T :F

14. At mcrease in-the volume:ef a nation's’ exports cther
thlngs belng equal wﬂl expand the nat|one réal GDP T F

‘15 An, klncrease ll‘l the Jmports ofa natton wull lhcrease the
exports of other natlons ) , T F

16 _rfalllng level ot real output and income among U 8! trad
ing partners enables the United States to-sell more goods
abroad N S T & .F

17 A apprec:atton of the dollar wrll lncrease net ex-
T -F

lavel of Toal GDP consumptlon expet

of real GDP would-be $14_ fess.. @ . . TF
19. Equal changes in government ép"éhdm‘g and taxes do
not have equwalent effects on.redl GOF. ., . =T K
20. At equ:llbnum the sum of Ieakages equals the sum
of |nJecttons T o ; ‘ K
21z The equilibrium real GDP Is: the real GDP at Which

_there is=full employment in the economy ST el P

22 The exlstence of'a recessaonary expendtture i
the economy is charactertzed by the full employment of
Iabor ERTR : SRR AT e

23, Keyness solutlon o the recessmnary expeudlture
gap of the, Great Deptessnon ‘Was to increase government
spendmg and.cut.taxes. Tl i ke F

24, The clogser an economy istoits full-employment level
of.output, the less-llkely it js that any increase in aggregate
expendttures wi 'ead to mflatton rather than an In
In real GDP. e L .

25. An tm‘lattonary expendtture gap .is the.amount by
wh:ch the eoonomys aggregate expendttur
must shift ‘downward to-elimindte demand;pu]l lnﬂatton
nd sttll achteve the full employment GDP T F

E MULTIPLE CHO]CE QUEST!ONS

Cfrcle the letter that corres,oonds to the best anSWer .

schedule :

(¢} disposable income
" {d) investment spending

Question 3 is based on the following. consumption -
schedule. S

VXFIeaIGDP-‘. . c.

$200 $200

240 - 228

C 280" ‘ : 288

320 o 284 7

350 . e Y I- SR
400 om0
T ;- S

..4.8,(.]‘; o e ‘éga“"" ‘

3 lf the lnvestment schedule is, $60 at each Ievel of
outp i, the equmbnum ]evel of real GDP wilf be L

( . ! "-’. cere T .'-
() $360 IR
- (6) $400,.,
(d) $440

4.l real GDP'is $2; oh, coneumptlon is $250 b|ll|on '
and investment is-$30 billion, real GDP
(a) will tend to.decrease . - e
\.-,(b)-«'will' tend:to/ingreases ;- . L
-{(e) wilitend:to remain constant. - S
(d) equals aggregate expendltures

5 Ona: graph the equuhbnum real. GDP is found at the

.Intersection of the 45-degree line- and the

(@) saving curve

- (b). consumptlon curve L

estment demand curve. . R
"), aggregat expendiidres curve . ‘

"6, .Which is an. |nlect|on of spendtng |nto the |noome ex-
pendltures stream7

“{a) mvestment

~{b) imports -

{c) saving

~(d) taxes

7. Whén g economys réal GDP - exoeeds lts equmb-
rium real GDP,
(a) leakaggs-equal injections - )
(b) planne s_tfnent exceeds sa\nng e
" {e) there is unplanhed’ investment in the eoonomy
*(d)-aggrégate. expendttures exceed the real domestic




(e) SaVIrlg i5 groater. than planned- lnveetment
(d) saving is less than planned investment

Ahswer Quesﬂons 10 and 11 én the basis of the follow-
ing tabla for a private, closéd ecoridmy. All figuras are in
biflions of dol/ars . .

Real rate/: T :
of returrf f, lnvestment - Consumption GbP

© 0% PR gy S %200 -7 $p00
R S.oB0 - Test g0
6 S0 tae0 T
4 150 F 350 500

2 200 400 600

0 250 480, ¢ ijbb

10 I the real rate -of lnterest is 4%, then the equrllbrlum
level of GDP will be _

-(a) $300 biflion

" {b) $400 billion

(c) $500 billioh

(d) $600 bl”IOl’l

1‘! -An mcrease in the real interest rate by 4% w1ll
(a) increasé the eqtifibtium level 6f GDP. by $200 blllro'n
(b} decrease the equmbrlum level of GDP by $200
-billion - -
.-(€) decrease the equnl:bnum level of GDP by $100
billion

(d) increase the equ:llbrrum level of GDP by $100 bllllon .

12. Compared Wlth a closed ¢ economy, aggregate expen-
ditures and GDP will S
(a) incréase when net exports are. posatwe )
{b) decrease when net’ exports are posm e
- () 'increass when’ neét exports are: negatlve
(d) decrease when net expor’rs are‘zero .

Use the daa‘a in the foifowmg table to. answer Questrons '

13 and 14,
Real GDP ™2~ - ¢4, » Net. exports
1940 e .3
960" . estt .3
980. 977 3
1000 993 3
q020. . 1669‘_ {8,

'13 The, equnllbnum real GDP in thls open economy is
(a) $960
(b) $980
(c) $1000
(d) $1020

14, If net exports are tncreased by $4 blll:on at each level
of GDP, the equilibrium real GDP would be

{a) $960

(b} $980

{c) $1000

(d) $1020.
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15. Anincrease in-the real GDP of an economy will, other
things remaining constant,
(a) increase its lmpons and the real GDPS in other
economies
(b} decrease its imports and the real GDPs in other
economies
(c) lncrease its imports and decrease the real GDPs
in other economies
(d) decrease its imports and increase the real GDPs
in other etonomies

16. Other thmge remaining constant, which would -in-
crease an economy's real GDP and employment?
(a) anincrease in the exchange rate for forelgn cur-
. -rengies - - .- BT .
" {b) the - :mposmon of tarlﬁs on gocds Emported frorn
" abroad :
- (c) an apprematron of the dollar relatrve to forelgn eur-
. tencies
- (d} an increase in the level of national i lncome among
the trading pariners for this economy [

17. The, 'economy- is. operating, at- the full- employment‘

level.of output., A deprematron of the .dollar; will..most

likely resuit in e s
{a) a decrease In exports BRI h;_.;
(b) an increase in imports e
(c) a decrease in real GDP Co .
(d) an increase in the price level

Answer Ouesl‘rons 18 and 19 on the bas.rs of l‘he foh'ow—
ing diagram. -

Gyt L Xk G

N ' ff__c+r + X,

o L "_c-l-f )

+= -l. &

3

+ 100

"-lm :

+ et
o 60

oy
<o

|
I

] |
[

]
|
|
!
o
100 170 240”310 : . Gbp

18.: !f this were an open economy:without a government
sector, the level of GDP would be .
(a)* $100 - o
(by $170
(C)$240 cE
(d) $310

19.°In this:graph it is -assumed -that- investment, net ex-
pcrts and government expendltures ‘ ‘

- (@) vary:directly. with: ‘GDP.-

(b} vary-inversely with GDP ‘

-(¢)+are independent of GDP -

(d) afe all negative




»
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Questions 20 and 21 are baséd on the following consump
tion schedule.

Real GDP C

$300 : " $290
. 310 _ .. - 298
320 ' 306. -
. 330 I 314 .
340 ' 322
350 ) 330
360 N 338

20. If taxes were zero, government purchases ‘of goods
and sérvides $10, planhed investment $6, and net exports
zero, equilibrium real GDP wouid be .

- {a) $310 : ¥

(b) $320 - :
- (cy:$380- - ST

. {d) $340 i

27: If taxes were $5, government purchases of goods anhd
services - $10; planhett investment™$6,- and net exports
zero equrllbnum real GDP would be :

" .(a)-$300. - S

= {b) $310

{c) $320

(d)-$330.

22, The amount by which an economy’s aggregate ex-
pendtturee must shift upward to achieve full-employment

.GDRis. . ... RN

@ an mjectlon

(b) a lump-sum tax

(c) a receesronary expénditure gap
(d) an unplanned change in 1nventorles

23 if the® MPC in an economy is O 75, government cou!d
eliminate a reoessronary expendrture gap of $50 billion by

: deoreasrng taxes by™

(a) .$33.3 billion
.(B)..$50 hillion -
(c) $66.7 billion
{d) $80 billion :

24. To ehmlnate an inflationary expendrture gap of $50 in
an econoriy in which the. marginal propensity to save is
0.1, it will be necessary to
(a) decrease the aggregate expenddures schedule
by $50
(b} .decrease the aggregate expendltures schedule by
$5. . :
{c) increase- the aggregate expendltures echedute
by $50 .
(d) increase the aggregate expendlturee sohedule by

$5-

25. A ‘major limitation. of the aggregate expendrtures
mode¥ is that it - Ty et

(2) gives more welght to cost push than demand pull.

inflation = - SRR
(k) makes a false dsstlnotton between planned and

srmmdmmm A D ranteammd

-{e) assumes that prices are stuck or inflexible evel
the economy ‘moves near potential GDP

(d) explaing .recessionary expenditure gaps byt
inflationary expenditure gaps =~

B PROBLEMS
1. Followingare two schedules ehowing several Gl

and- the level of investment spending (/) at each ¢
{All figures are in billions of doflars.)

Schedule number 1 *" Schedule numb

GoP- -~ 1 - . Gpp-
+ 1900 - % T .;1900 e
1950 - 90 AT -
2000 - 90 2000,
2050~ 90.. 2080 1. .
2100 - an o ‘o100 i
8480 @5 TI o Taqpg e Y
'a Each schedule |s an i sched

. b. When such & sohedule is drawn.up, it.is assw
that the real rate of :nterest 1e

- & In'schedtilé SRR : o

M number 1 GDP and r' are (unrelated dwect!;

jated)
(2} number 2 GDP and Iare

d. Shéuld the real rate ot mterest nse |nvestr
spendmg at’.each GDP would- (mcrease -decre
" and: the curie relatrng GDP
mvestment spendrng ‘Would"shift’ (upwaird, downw

2. The. fo![owmg table shows consumptlon and sa
at various levels of real GDP. Assume the price lev
constant the economy is closed to international trade,
there is no.government, no ‘business savings; no de
ciation, and no net fore:gn factor income earned ir

" United States

Real GDP € 8.y o Caly
$1300 $1280  $10 g2 132 -
{30 ages 12 220 a0l -
1320 1206 . 14 __ I
1330 1314 18 o
1340 4822 - 18 . ..
4380, 1330 20 . __ o
1350 1338 22* “ ..__ﬁ
1870 ©. {EMeT 24 I -
1880, 1854 . 26 L
1390 1362, 28 . 22 1384 ..

51400 . . 1370 - .30 .. .22 . 1392.
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- 1050 1016 90 .. . 8E .

. ol
. P o - e RealGD?
a. The next table is an lnvestment demartd schedule el lf the rate. of interest:should fall from 6% to 5%, |n—‘ :

. .:that. shows the - amounts. |nvestors plan to invest at

' -v,chfferent rates -of interest. . Assiime.the  rate - of.inter- vestment WO“'d (mcreaee decrease)
_estis 6%. In the previous table, complete the gross by 8 - .. and the equmbnum feal
_investment, the consumpﬂon»plus -investmeit, and un- . GDP would, &8s a result (lncrease decrease)
"_planned nvestment (Ul)columns show:ng unplanned C e by
incfease in inventofies- wuth a + and unplanned de- Y P
crease in inventories with a —. - . T Suppose the Fate.. of mterest were to fise" from
- 6% to -7% Investinént would (lncrease decrease)
Interest rate g y 5 - i and, the
$10% $ 0 equmbnum real GDP would . by
9 S A _ $.. . o
8 & : © 13 S 'g Assummg the- rate of mterest is 6%, on the graph at
7, 18 ' . the top of this page plot c C+ Ig, and the 45- -degree .
6 . oo . Ilne and lndtcate thé equalrbnum real GDP.
5 ' 25 ) N V - R N . N N . .
i 3. The second coiumn of the schedufe below ehows
b. The equilibrium real GDP wilbe$ . . . what ‘aggregate expenditures (consumption plus invest-
c. The value of the marg:nal propensﬁy to consume - ment) would be at various jevels of real domestic:product
‘in this problem s _-* 7 - - - - , and the -\{alue of "rm 2 closed economy : .
the marginal propensity tosavelis - e . . a. Were this .econory to become an open economy,
d. The value of the s'imp!e‘mt,ilti'plier S . . - the volume of exports-would be a constant $90 billion
: B ) - o : (column 3) and the volume of imports would be a
M N T - B ® S ®
Aggregate .. S : Aggregate
Possible -~ expenditu- . . S ) o _ .. expenditu-

. levels of, res cloged - : . o Net . res, apen
real GDP ) economy ©  Exports : lmports - exports economy
{billions) (btllions) . ({vilionsy - = (bllllons) oo (billions) . (willions)
$ 750 $778 $90 7 see Coge T $__

- 800 gig - e 86 Jp— _
850 " B56 .. 80 .8 '

900 ' .o8gst ' - P

950 = - 9% . .. . 90 . 88 _ .
1000 14 - 80 .. 88 e -
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constant $86. billion {column:4).

levels of real GDP (coluinn 1) net exports would be $

billion . {coltmn 5).

b. Compuie aggregate expenditures i in this open econ-

At each of the seven

RealGDP -~ € . Ca  CA gt Kyt

. omy at the seven real GDP levels and enter them in ~

the table {column 6). -

C. The equtllbrlum real GDP in thrs open economy B

" would be’_ . " billion.

d. The value of the: multlpller in this open economy |s

- equal to
e. A $10 b[lhon ancrease m

{1) exports would (lncrease decrease) -

.the- equrllbnum real GDP by $

brlllon

( ). |mports ‘would (increase decrease)

':the equrllbnum real GDP by $

$1500 0 §1250 $__
1600 4340 _
L7000 14300 _
1800 - . 1520 L . _
1900 . - 1810 -
2000 © 17007 . L
2100 . - .4790 ..

' ‘V'b Suppose that lnvestment is $150, exports are

and government purchases of goods and servi

- equal $200.” Complete ' the. (after-tax} consumpti

_plus -investment- -plus- net-exports plus governme

- pUrchases column (Ca + Ig 4 Xy + G)

* ¢ The equrllbrlum real GDP is: $

bllllon

4. At the top of the next column are consumptlon o

schedules

oA Assume government levies:a lump-sum tax of $1 OO

Also assume thati i ports a' '

‘Because the margrnal

" 'big answered by using the' multipligrs.):.

‘d. On the’ followrng -graph,- plot Ca, Ca + g+ X
‘G, and the, 45 degree line. Show the equilibrium

GDP.. ;
(To answer the questrons that follow; |t is notnec
sary to recompute Ca, of Ca -+ Ig+ Xy + G They(

~r

& If taxes remdined-at-$100 and: govemment F

'-chases rose by $10 the equrllbnum real GDP wo

GDP would

" {rise, Tail)

If government purcha

C Aaslonns e



g The oombrned etfect ofa: $1 Oificrease in- government
purchases and a, $10 increase in taxes Is (rarse Iower) '

fo real GDP by

5 Here is a consumptron schedule for a clo; d econ—

omy. Assume that-the level.of real: GDP at; wh:ch full ‘am- .-

ployment wrthout rnflat|on is achteved is $59'

alue of the multlplrer is
i Atis $58

and exceeds fuII employ-

: ment. reat GDP by $- There |s a(n)

LI

: *expendrturetgap of $ :
c lf pla__mecl |nvestment is $38, the

lGDP is: $:
' ""ment real GDP by $
' o expendlture gap of $

_‘;"uiirbrru'rﬁ real
.andisless than full- employ-
. There is a(n)

' 3 SHORT 'A’Nstrg'ja. g‘un ESS;

1. What does lt mean that

eeon‘omy is prl\rate and
' c]osed’? ' T

2. What aseumptrons are made in thls chapter about

production capactty, unemployment and the- pnce levet'?

B

3. What is the dlfterence "b' ween an rnvestment de-
mand curve and an rnvestme_l_” sch ,,du]e'?

4, Why is the equrlrbnum level of real GDP that level '

of real. GDF' atwhich-domestie ouiput equals aggregate
expendrtures'? ‘What will ¢ause.real GDP1o rise if it is
‘beiow this level -dnd what will- cause: rt to fall if it is above
: thrs level? T S e T

5 Explarn what is Heant by a leakage and by an mrec-

: tro f, Which leakage and” whrch_ injéction ‘are considered
i this. chapter? Why s the equrlrbnum reéal GDP the real
GDPF at whrch the leakages equal the 1njectlons'>

‘8. Why is it rmportant to dlstrngwsh between planned
and actual:investment in explaining how a private, closed
economy ;achieves its equilibrium level of real GDP?.

7. Why does the equrllbnum ievel of real GDP‘

change7

8. How do exports and rmports get mcluded i the ag--

gregate expenditures model?. © - . &
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9 What happens to the aggregate expendrtures sched-
ule when net exports increase or decrease?

10. Give some examples ‘of international economlc Ilnk-
ages affecting the domest:c level of: GDP

11. Explain the: S|mpl|fy|ng assumptlons used to 1nclude
the public eector ll't the aggregate expenditures mode]

12. Descrlbe how government expenditures affect equr~
libriym GDP. .. 4 g

13 What etlect wrll taxes have on the consumptlon
schedule?, :

14. Explam why, wrth government taxtng and spendlng,
the’ equrlrbnum real GDPis the real GDP at ‘which real
GDP equals consumpﬂon plus mvestment plus net: exports
plus govemment purchases f_‘good 'd_,servrces

15. Use leakages and rnjectrons to. explarn how changes
in the different.components . of aggregate expendltures
cause. GDP to- move'to |t5¢ equllibnum level SRR

19 What economrc cond|t|ons contnbuted to the reoes—
siopary expenditure gap in.the U.8. economy. In 20017

20, Why did. the Iarge negative net exports in’ 2007 not_

,cause a declrne |n the u.s. economy below its potentral

and substantlal unemployment’?

- ANswsns

Chapter 23 The Aggregate Expend:tures Model
FILL—IN ouesnous Dt :

.',decrease mcrease .

. a.closed, pnvate, |ncome rncrease
.‘investment rnvestment }

.f_equal t6, equal g, 45- degree

. a W|thdrawal from, an addition to, saving, investment
less than decreases, rise

.Vzgreater than, increases, fall

.- equal-to, zero .

. increase, an 1ncrease, an increase

. increases, desigases, greater muitiplier
11, mrnus plus, plus. . . .
A2 a b et do-e i Lorg +
13. lncrease decrease o

Eim o'y e e 'M-—a.-

c 14 lump sum

15, Eonsume, save

16. expendrtures output pliss, plus, plus
17. nvastiient, exports savmg, lrnports
18. .léss; increase; divided. -

19, fixed;.increasing, décreasing -

20. an inflationary, decrease
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TRUE-FALSE QUESTIONS

S mAMAAAT DA
‘P?P?Uﬁﬁ?

T, p. 561 .

T, p. 562

T, p. 562 .

T, pp. 564-665
p. 564

. 566 _
pp. B66-567
p. 566-567

- 19,

- 25.

14. T, pp. 569-570

15, T; p. 570 -
16. F, p, 570
17. F, p. 571
= 18. T, pp: 572-573 .
T, pp. 573-574
20. T, p. 574
V21 R plisTd
22. F p. 575
, 28, T,p. 578
24."F. pp. 575-576 °
T, pp 576—577

MULTIF‘L"E-CHbICE‘ QUEST]bNS' e

1.

QPHPWPPN

10.
11,
12,

13,

bp561

.6 562

¢, pp.. 552—563{ .
b, pp, 564-565

d,'p. 565

a, p. 566
¢, pp. 566-567

.;c.pp 566567 . .

b, pp. 566-567
c, pp. 562-564
b, pp. 562564 < - .

;8 .. 570, s
b, pp.§697§7q.

14, ¢, pp: 569-570
¢ 158,74, 'pp.- B69=670
. - 16.-d, pp: 570-571

17. .‘d, p. 571

18, ¢, pp. 563564

19. ¢, pp. 6571572

. 20. ¢, p. 575;

%1..b, p. 57

22.'¢c,

23! ¢; p.!

... 24. 3, pp: 576577 . . -
,ﬁ_zshfc pp. 575-576

PROBLEMS Lo -.~w7;--;‘<ai

1 a mvestment b constant (glven) G, (1) un're"fatéd,_ll
rectly related; d. decrease, downward .,

2. a ly 22,22 22, 22,22, 22,22, C + Jy: 1,328, 1,336,
1,362, 1,360, 1,368, 11376, UF =8, =6, —4, —2,°0, +=
b.1,;380; c. 0.8, 0.2;d. 5; e.increase; 3, increasé, 15;:f dec‘;
4, decrease, 20'g. graph similar to Figure 11.2 in text.

3. a $4 {and put '$4 in each of the seven net exports \

- in the table); b. $780, 820, 860, 900, 940 980 1020 c.

d. .5; e. (1) increase, $50, (2) decrease, $50 3

4. a.0.8, 90, Ca‘I‘IBO 1,250, 1340,1,430 1520 1,610,
b Cy+ Ig+Xn+ G: 1510, 1600, 1690, 1780, 1870 1980,
c. 1600; d. p]ot graph e. rise, 100; £ fall, 90; . taise, 10
5. a 25 b. 620 30, lnﬂatlonary, 12; ¢. 570, 20; recessiona

SHORT ANSWEFI AND ESSAY. QUESTIONS

1. p.562 8. pp. 568-570 . . 15. p. 574

2. p.562 - - - 9. pp 568~570 - 16.p. 575

3. pp. 562-563  10. pp. 570-571  17. p, 575

4. pp. 563-564 1. p.571-. . .. 1B..pp,-576-5
5..pp. 566-567 ' 12. pp.571-572 .19. p, 577

6. pp.566-567 13, pp. 572-573  20. pp. 577~5
7. p.567.- . 4. pp. 572-573 .



